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VEMORANDUM OPI NI ON

GOEKE, Judge: Respondent determ ned a deficiency in
petitioners’ 2001 Federal incone tax of $43,829 and an accuracy-

rel ated penalty of $8,765 pursuant to section 6662(a).! After

1Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, and all Rule references are to the Tax
(continued. . .)
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concessions,? the remaining issues for decision are: (1) Wether
respondent has the burden of proof in this case under Rule
142(a); (2) whether petitioners nust recognize cancellation of

i ndebt edness (COD) inconme under section 61(a)(12) of $62,707; and
(3) whether petitioners are liable for the accuracy-rel ated
penal ty under section 6662(a). W hold that (1) respondent has
the burden of proof in this case; (2) petitioners do not have to
recogni ze COD i ncone because respondent failed to neet his burden
of proving that they were solvent on the date immediately
precedi ng the discharge of the debt (calculation date); and (3)
as a result, there is no accuracy-related penalty under section

6662(a) .

Y(...continued)
Court Rules of Practice and Procedure.

2On brief, respondent concedes that petitioners are not
liable for COD incone attributable to the discharge of three
debts as determned in the notice of deficiency because that
i ncone is excludable under sec. 108(a)(1)(B). However,
respondent al so takes the position that petitioners nust
recogni ze COD incone of $62,707 from di scharge of a fourth debt
that was not included in the notice of deficiency. |In addition,
respondent continues to assert that petitioners are liable for
the accuracy-rel ated penalty under sec. 6662(a). Respondent al so
determned in the notice of deficiency that petitioners had gross
i ncome of $13 in dividends received by Sajida Razvi from her
Mel l on I nvestnent Services account. Petitioners did not raise
this itemof incone in their petition or otherw se argue agai nst
it throughout the litigation process. W therefore consider
petitioners to have conceded their liability on the dividend
i ssue.



- 3 -

Backgr ound

Petitioners, who are husband and wife, resided in G endale
Heights, Illinois, at the time of filing their petition. Between
Decenber 1998 and May 1999, petitioners signed 22 notes as the
obligors in the aggregate principal of $2,529,700 and 22
nort gages securing those notes. Petitioner Sajida Razvi’s
brot her, Syed Razvi, asked petitioners to sign the docunents as a
personal favor to him Petitioners signed the docunents w t hout
extensively reviewing them Each note was used to purchase a
different property (all condom niuns) and was secured by a
nortgage. There was a covenant in nost of the notes and the
acconpanyi ng nortgages obligating either petitioner to pay the
full anmpbunt of principal and accrued interest of the debt.
Petitioners also signed 22 U S. Departnent of Housing and Urban
Devel opment (HUD) settlenent statenments in connection with each
nortgage. The principal anmunt due under each of the 22 notes
was over $100,000. Unknown to petitioners, the nortgages were
obt ai ned by fraud because the fair market value of the properties
securing the nortgages was substantially inflated and, in sone
cases, was in fact far |less than the face anount of the notes
that petitioners signed.

In October 2004, M. Razvi was indicted for participating in
a schenme with others to defraud and obtain nore than $27 nmillion

of nortgage | oan proceeds from vari ous banks and nortgage | ending



- 4 -
institutions by neans of materially fal se and fraudul ent
pretenses. Petitioners, although nentioned in the indictnent,
were not charged with any crinme regarding their involvenent in
M. Razvi’s fraudul ent schene, and there is no evidence in the
record that petitioners were aware of the fraudul ent schene.
Thereafter, nost of the properties securing the nortgages were
forecl osed upon in separate actions, with petitioners naned as
def endants. The sheriff then sold the properties in a judicial
sal e pursuant to the decree of foreclosure. After the sale, the
I[I'linois State court where the actions were brought issued orders
approving the sales. Sone sales resulted in deficiencies (i.e.,
the proceeds were |l ess than the judgnment anmount). In those
cases, the plaintiffs (usually a bank or other type of commerci al
| ender) obtained an in remdeficiency judgnent?® agai nst the
properties but did not obtain an in personam judgnent agai nst

petitioners. Oher sales resulted in zero deficiencies, and the

3 Ajudgnent in remaffects the interests of all persons in
desi gnat ed property, whereas a judgnent in personaminposes a
personal liability or obligation on one person in favor of
another. Hanson v. Denckla, 357 U S. 235 (1958). It is
characteristic of a judgnent in remthat it operates on a thing
or status rather than against the person, and binds all persons
to the extent of their interest in the thing whether or not they
were parties to the proceedings. 50 C J.S., Judgnents, sec. 1054
(2005).
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out st andi ng debts were extinguished. During 2001, four of the

notes were partially discharged by the foll ow ng | enders:

Initial Note Ampbunt of Debt
Creditor Anpunt Cancel ed

Househol d $111, 200 $62, 707
Fi nance

Count ryw de 127, 200 74, 670
Hone Loans

Superi or 111, 200 103,171
Feder a
Bank

Washi ngt on 111, 200 75, 615
Mut ual

The Househol d Fi nance debt was cancel ed on April 27, 2001, and

t he Superior Federal Bank debt was canceled on March 1, 2001.
The remai ning debts listed were canceled in 2001. Petitioners
did not include the amobunts of debts canceled as incone in their
2001 joint Federal incone tax return. Petitioners reported a
total incone in 2001 of $78,416, conprising nostly wages.

On Decenber 29, 2003, respondent issued petitioners a notice
of deficiency for the taxable year 2001. Respondent determ ned
that the anmounts of cancel ed debt from Countryw de Hone Loans,
Superior Federal Bank, and WAshi ngton Mutual shoul d have been
included in petitioners’ gross inconme. Respondent did not
i nclude the cancel ed debt of $62, 707 from Househol d Fi nance in
the notice of deficiency but raised it at trial through the

stipulation of related exhibits without explaining that it was a
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new matter. In the posttrial brief, respondent conceded the

di scharge of the other three nortgages did not result in COD

i ncone because petitioners were insolvent on the cal cul ation
dates and argued only for the inclusion of the Househol d Fi nance
debt in petitioners’ incone. Also, respondent conceded that he
failed to include the Househol d Finance nortgage in the notice of
deficiency. Respondent did not attenpt to amend any of his

pl eadi ngs.

Di scussi on

A. Petitioners’ Argunent That Respondent’'s Addition of the
Fourth Adjustnent Increases the Overall Deficiency

Petitioners question whether respondent net the requirenents
of section 6214(a), which provides:
SEC. 6214. DETERM NATI ONS BY THE TAX COURT.

(a) Jurisdiction as to Increase of Deficiency,
Addi ti onal Anpbunts, or Additions to the Tax.--* * *
[ T] he Tax Court shall have jurisdiction to redeterm ne
the correct amount of the deficiency even if the anount
so redetermned is greater than the anount of the
deficiency * * * and to determ ne whet her any
addi tional anmount, or any addition to the tax should be
assessed, if claimtherefor is asserted by the
Secretary at or before the hearing or a rehearing.

Al t hough respondent argued on brief that the Househol d Fi nance
nortgage gave rise to COD incone w thout seeking to anmend his

pl eadi ngs, see Henni ngsen v. Conm ssioner, 243 F.2d 954 (4th Cr

1957), affg. 26 T.C. 528 (1956); Koufman v. Conmm ssioner, T.C

Meno. 1977-225; NMazzoni v. Comm ssioner, T.C. Meno. 1970-37,

suppl enmented T.C. Meno. 1970-144, affd. 451 F.2d 197 (3d G
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1971); Cascade MIling & Elevator Co. v. Conm ssioner, 25 B. T. A

946 (1932), respondent conceded that the COD i ncone fromthe

di scharge of the three nortgages (Countryw de Hone Loans,
Superior Federal Bank, and Washington Mutual) identified in the
notice of deficiency qualified under the exception to COD i ncone
provided in section 108(a)(1)(B) because petitioners were

i nsol vent on the dates those nortgages were di scharged. The new
adj ust rent cl ai med by respondent to be COD incone is $62, 707,
while the three nortgages respondent treated in the notice of
deficiency as giving rise to COD i ncone total ed $253, 456.
Therefore, since there is no assertion of an overall increase in
deficiency, this case does not fall under section 6214. However,
by claimng that an amount arising froma different nortgage is
COD i nconme, respondent has raised a new natter and therefore
under our Rules has the burden of proof in regard to that claim

B. Burden of Proof

G oss incone includes incone fromthe cancell ation of
i ndebt edness. Sec. 61(a)(12). However, an exception to the
i nclusion of COD inconme in gross incone is provided for taxpayers
who are insolvent at the time of cancellation of indebtedness.
Sec. 108(a)(1)(B). The determ nation of insolvency is based on
the taxpayer’s liabilities and assets imedi ately before the
di scharge of debt. Sec. 108(d)(3). Petitioners claimthat they

were insolvent on the calculation date. Normally, the burden of
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proof is on the taxpayers. Rule 142(a). Accordingly, the burden
of establishing that the insolvency exception applies is

generally placed on the taxpayers. Traci v. Comm ssioner, T.C

Meno. 1992-708; Bressi v. Conm ssioner, T.C. Menp. 1991-651,

affd. 989 F.2d 486 (3d Cir. 1993). 1In order to prove insolvency
and therefore qualify for the exception under section
108(a)(1)(B), a taxpayer

must prove by a preponderance of the evidence that he
or she will be called upon [as of the date of
cancel l ation of the debt] to pay an obligation clained
to be aliability and that the total amount of
liabilities so proved exceed the fair market val ue of
his or her assets.

Merkel v. Conm ssioner, 192 F.3d 844, 850 (9th Gr. 1999), affg.

109 T.C. 463, 468 (1997).

There are exceptions to the general rule that the taxpayers
bear the burden of proof. See Rule 142(a)(l1). One of those
exceptions is if the Comm ssioner raises a “new matter”. [d. If
the new natter is allowed to be raised, Rule 142(a) requires that

t he Comm ssi oner bear the burden of proof. Shea v. Conm ssioner,

112 T.C. 183, 190-191 (1999). The Conm ssioner raises a new
matter when he “attenpts to rely on a basis that is beyond the
scope of the original deficiency determnation”. [d. 1In
particular, a new matter is raised when the Conm ssioner’s new

theory ““either alters the original deficiency or requires the
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presentation of different evidence.’” 1d. at 191 (quoting Wayne

Bolt & Nut Co. v. Comm ssioner, 93 T.C 500, 507 (1989)).

Thus, we concl ude that respondent has raised a new natter.
Respondent went beyond the scope of the original deficiency
determ nation by arguing in his posttrial brief that the
di scharge of the Househol d Fi nance nortgage gave rise to COD
income. The deficiency determned in the notice of deficiency
was based on COD income fromthe discharge of three other
nortgages. Different evidence is required to show that the
Househol d Fi nance nortgage generated COD i ncone, because the date
of its cancellation, and thus the date for determ ning
petitioners’ solvency for purposes of section 108(a)(1)(B) and
(d)(3), differs fromthe date on which any of the other three
nort gages was cancel ed. Therefore, respondent bears the burden
of proof and nust show, by a preponderance of the evidence, that
petitioners were solvent under section 108(a)(1)(B) as of the
cal cul ation date. For the reasons di scussed bel ow, we concl ude
that respondent has failed to neet his burden of proof.

C. Respondent’s Failure To Meet H s Burden of Proof

In order to establish petitioners’ solvency as of the
cal cul ati on date, respondent nmust prove by a preponderance of the
evidence that the fair market value of petitioners’ assets then

exceeded their liabilities. See Mrkel v. Commi ssioner, 109 T.C.

483, 484 (1997). To exclude fromthat cal culation any portion of
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an obligation clainmed by petitioners to be a liability,
respondent nust prove that it is nore probable than not that
petitioners would not be called upon to pay that portion of the
obligation clained. 1d.

Respondent has failed to prove that the val ue of
petitioners’ assets exceeded their liabilities as of the
cal cul ation date of April 26, 2001. The record shows that
petitioners had $210,764 in assets with known val ues, and
respondent concedes that petitioner had $213,120 in liabilities
on the calcul ation date. Respondent clains that petitioners
failed to introduce evidence with respect to the val ues of
several of their assets and therefore failed to prove that they
were insolvent. However, the burden of proof is on respondent.
Therefore, respondent had the burden to produce evi dence that
petitioners were not insolvent. Respondent has not done so.

Petitioners argue that under Illinois State | aw they were
still personally liable for several of their nortgage debts as of
the cal cul ation date of April 26, 2001, because the forecl osure
sales that took place with respect to those debts had not yet
been approved by the Illinois State court. See, e.g., CGticorp

Sav. v. First Chicago Trust Co., 645 N. E.2d 1038, 1045 (IlIl. App.

. 1995); 27A 1ll. Law and Practice, Mrtgages, sec. 87 (2005)

(quoting Morgan v. Sherwood, 53 IIIl. 171 (1870)). Since we have

deci ded that respondent had the burden of proof in this case and
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failed to neet his burden, it is unnecessary for us to decide
whet her petitioners’ liabilities on the calculation date were
greater than the anount respondent conceded.

Concl usi on

Because he introduced a new matter, respondent has the
burden under Rule 142(a) of proving that petitioners were
insolvent. Rule 142(a). Respondent failed to neet that burden.
We therefore hold that no COD inconme is includable in
petitioners’ gross incone for the year in suit. In addition,
because we find there is no COD incone, there is no addition to
t ax.

To reflect petitioners’ concession of the dividend incone,

and the foregoing,

Deci sion will be

entered under Rul e 155.




